Abstract : Following Sloan (1996), numerous studies show that the cash component of earnings is more persistent than the accrual component of earnings. In this paper, we show that the higher persistence of the cash component of earnings is attributable to net cash distributions to equityholders. This result holds despite the fact that net cash distributions to equityholders account for less than one third of the total variation in the cash component of earnings. We also show that investors correctly anticipate the lower persistence of the remaining cash component of earnings, contradicting Sloan's hypotheses that investors naively fixate on earnings.
Introduction
This paper examines the information content and market pricing of the cash component of earnings. Dechow (1994) shows that current cash flows provide information about future cash flows and future earnings. She also demonstrates that earnings are superior to cash flows at summarizing information about both future cash flows and future earnings. The primary conclusion from her research is that accounting accruals (the difference between earnings and cash flows) serve to make earnings a superior summary measure of firm performance. Sloan (1996) follows up on this research by showing that the accrual component of earnings is significantly less persistent than the cash component of earnings. He demonstrates that disaggregating and differentially weighting the accrual and cash components of earnings provides even better forecasts of future earnings. Sloan also shows that stock prices act as if investors fixate on earnings, failing to correctly distinguish between the different levels of persistence of these two components of earnings. This leads to an 'accrual anomaly' in stock returns, whereby firms with high (low) accruals tend to have low (high) future stock returns.
Subsequent research has extended Sloan's work by providing more detailed analyses of the persistence and pricing of the accrual component of earnings (e.g., Xie, 2001; Fairfield, Whisenant and Yohn, 2003; Richardson, Sloan, Soliman and Tuna, 2004A; Richardson, Soliman, Sloan and Tuna, 2004B) .
In contrast to previous research, this paper conducts a detailed investigation of the persistence and pricing of the cash component of earnings. Our investigation decomposes the cash component of earnings into three categories. First, cash can be applied to the balance of cash that is retained by the firm. Second, cash can be applied to the amount of debt financing that is employed by the firm. Third, cash can be applied to the amount of equity financing that is employed by the firm. We hypothesize that there are systematic differences in the persistence of these three different categories of the cash component of earnings. Consistent with our hypothesis, we find that the higher persistence of cash flows is entirely attributable to cash applied to the amount of equity financing. We also show that stock prices act as if investors anticipate the lower persistence of cash that is applied to debt financing, but overestimate the persistence of cash that is applied to the firm's cash balance. Combining these new results with Sloan's previous accrual results, we conclude that investors overestimate the persistence of earnings that are held within the firm and correctly estimate the persistence of earnings that are distributed to capital providers.
Our findings have three important implications. First, our findings cast doubt on Sloan's (1996) hypothesis that the accrual anomaly arises because investors fixate on earnings. We find that stock prices act as if investors anticipate the lower persistence of cash that is distributed to debtholders. This finding is inconsistent with the simple hypothesis that investors fail to discriminate between the different levels of persistence of the accrual and cash components of earnings. We conjecture that the accrual anomaly is instead driven by hubris concerning new investment opportunities. Managers and investors who are overconfident about a firm's investment opportunities are more likely to retain and reinvest earnings and are less likely to distribute cash to debtholders and equityholders. Consistent with this conjecture, we show that accruals and retained cash flows lead to higher future investment, lower future earnings and lower future stock returns.
Second, our findings offer an alternative interpretation of a large body of finance literature documenting a negative relation between corporate financing activities and future stock returns. In reviewing this literature, Ritter (2003) notes that activities raising new capital are associated with lower future stock returns, while activities distributing capital are associated with higher future stock returns. Bradshaw, Richardson and Sloan (2004) use financial statement data to construct comprehensive measures of corporate financing activities and show that their measures corroborate and extend prior results in this area. Their measures of corporate financing activities are closely related to our measures of the cash distributions to capital providers. We show that after controlling for accruals and retained cash flows, investors appear to correctly price these cash distributions.
Finally, our results have implications for corporate valuation. A common approach to corporate valuation is to discount the expected free cash flows generated by a firm's business operations. An implicit assumption in this approach is that free cash flows represent 'zero net present value' projects regardless of whether they are retained as cash, distributed to debtholders or distributed to equityholders. Our results suggest that this assumption does not hold in practice. In particular, we find that cash retained by the firm tends to be less valuable because it is more likely to be associated with future overinvestment. Our results imply that a superior approach to corporate valuation is to directly discount cash distributions to debt and equity holders, after explicitly modeling the possible overinvestment of retained cash flows.
4
The remainder of the paper is organized as follows. The next section describes our research design. Section 3 describes our data, section 4 presents our results and section 5 concludes.
Research Design
Our research design builds on Sloan (1996) , who argues that the key difference between the accrual and cash components of earnings is that the accrual component involves a greater degree of subjectivity. Sloan (1996) follows the convention in academic research of defining accruals as the change in non-cash working capital less depreciation expense. This convention can be traced back at least as far as Healy (1985) and corresponds closely with the definition of operating accruals used in the FASB's Statement of Financial Accounting Standard
Number 95 "Statement of Cash Flows". However, this definition of accruals omits many accruals and deferrals relating to non-current operating assets and liabilities. Subsequent research by Fairfield et al. (2003) and Richardson et al. (2004A, 2004B ) extends Sloan's measure to incorporate all non-cash operating assets and liabilities. Fairfield et al. (2003) motivate this extended measure as a more general measure of 'growth' and show that it generates improved forecasts of future earnings and future stock returns. Richardson et al. (2004A, 2004B) argue that the extended measure provides a more comprehensive measure of accruals and provide supporting evidence.
To understand this extended measure, it is useful to start with the balance sheet identity:
Total Assets = Total Liabilities + Owners Equity
We next distinguish operating assets and liabilities from financial assets and liabilities.
The most common financial asset is the balance of cash and short-term investments (CASH), while the most common financial liability is debt (DEBT), giving us:
CASH + Operating Assets = DEBT + Operating Liabilities + Owners Equity
Referring to the difference between operating assets and operating liabilities as the net operating assets (NOA), denoting owners equity as EQUITY and rearranging yields: cash flow forms the basis for the empirical analysis in Richardson et al. (2004A, 2004B) .
These two studies provide a detailed analysis of the persistence and pricing of ACCRUALS. They conclude that less reliable accruals contain more measurement error leading to lower earnings persistence. In this paper, we provide a detailed analysis of the persistence and pricing of the free cash flow component of earnings (FCF). Previous research has treated FCF as a relatively homogenous and reliable component of earnings.
In contrast, we identify three distinct categories of FCF and hypothesize that there are systematic differences in the persistence of each of these categories.
First, we hypothesize that the change in the cash balance (∆CASH) will be the least persistent of the three components of FCF. The basic intuition underlying this prediction is that a dollar of cash on the balance sheet is inherently less reliable than a dollar of cash that has been distributed to capital providers. Our second hypothesis is that cash distributions to equityholders (DIST_EQ) will be more persistent than cash distributions to debtholders (DIST_D). The basis for this hypothesis is that cash distributions to equityholders are more discretionary than cash distributions to debtholders. Debt repayments are typically made according to a preset schedule, so a debt repayment has relatively little signaling value with respect to future profitability. Equity repayments, in contrast, are typically discretionary and so an equity repurchase signals that management expects current profitability to persist into the future (see Bartov, 1991) . Thus far, we have only considered the case of profits and associated positive net distributions to capital providers. The other case is that of firms experiencing losses and associated negative net distributions to capital providers (i.e., capital raising).
In this case, a similar logic applies, in that losses that are expected to persist into the future are more likely to be funded by equity than debt. Debtholders lend with the objective of receiving a fixed set of future principal and interest payments, and are unlikely to lend if there is a strong likelihood that the firm will experience sustained losses. Equity financing is more likely when there is high risk and the possibility of continued losses, because the costs of financial distress are lower for equity and equityholders keep the upside associated with high-risk investments. Our second hypothesis implies that cash distributions to equityholders will be more persistent than cash distributions to debtholders.
P2 The cash component of earnings that is distributed to equityholders is more persistent than the cash component of earnings that is distributed to debtholders.
Our predictions thus far pertain to the persistence of the cash component of earnings. We now turn to the pricing of the cash component of earnings. Sloan hypothesizes that investors 'fixate' on earnings and fail to take account of the differing levels of persistence of the accrual and cash components of earnings. Following Sloan's hypothesis, we predict that investors fail to take into account the different levels of persistence of the different categories of the cash component of earnings:
P3 The earnings expectations embedded in stock prices fail to fully reflect the lower persistence of cash that is retained by the firm and the higher persistence of cash
that is distributed to equityholders.
Data
Our empirical tests employ data from two sources. DIST_EQ = annual net distributions to equityholders, defined as the reduction in equity plus INCOME. Equity is calculated as total assets (Compustat data item 6) less total liabilities(Compustat data item 181).
DIST_D = annual net distributions to debtholders, defined as the reduction in debt.
Debt is calculated as long-term debt (Compustat data item 9) plus shortterm debt (Compustat data item 34).
As in previous research, we deflate each of these components of earnings by average total assets, where assets is measured using Compustat data item 6. 5 Consistent with previous research, we winsorize each deflated component of earnings at +1 and -1 in order to eliminate the influence of extreme outliers. To preserve the additivity of our decomposition on net income, we conduct the winsorization on ACCRUALS, ∆CASH, DIST_EQ and DIST_D and then aggregate each of these winsorized components to construct DIST, FCF and INCOME. 6 Table 1 
Results
We present our results in four sections. Section 4.1 begins with descriptive statistics for our cash flow decompositions. Section 4.2 presents tests of our predictions concerning the relative magnitudes of the persistence coefficients on the components of earnings. Section 4.3 presents pricing tests, providing evidence on the extent to which investors appear to understand the relative magnitudes of the persistence coefficients.
Finally, section 4.4 presents additional tests designed to corroborate interpretations of the earlier results.
Descriptive Statistics
We begin by presenting univariate statistics and pair-wise correlations for our key variables. We organize these descriptive statistics around the earnings decompositions that we use to motivate our empirical analysis. 
Persistence Results

Pricing Results
In 
Additional Tests
This section presents some additional tests that are designed to provide insights Finally, columns (8) and (9) in panel B of table 6 demonstrate that the strong relation between current DIST and future DIST is entirely attributable to the strong relation between current DIST_EQ and future DIST_EQ. In fact the relation between current DIST_D and future DIST_D is negative. The overall picture that emerges is that earnings attributable to ACCRUALS and ∆CASH signal sustained future overinvestment, while earnings attributable to DIST_EQ signal sustained future distributions to equityholders.
Conclusion and Implications
In this paper, we provide a detailed investigation of the persistence and pricing of the cash component of earnings. Our investigation distinguishes between three different categories of cash. First, cash can be retained by the firm in its cash balance. Second, cash can be distributed to debtholders. Third, cash can be distributed to equityholders.
Consistent with our predictions, we find that the higher persistence of the cash component of earnings is entirely attributable to cash that is distributed to equityholders.
We also show that stock prices act as if investors correctly anticipate the persistence of earnings that is distributed to debt and equity holders, but overestimate the persistence of earnings that is retained on the balance sheet. We conclude that investors and managers are more likely to overoptimistic about the investment opportunities of firms that retain the most capital.
Our results provide an alternative interpretation of the results in Sloan (1996) .
Sloan argues that the lower persistence of accruals arises because accruals are more subjective and hence more susceptible to measurement error. An alternative interpretation is that accruals measure changes in invested capital and changes in invested capital are associated with overinvestment. Note that these alternative interpretations are not mutually exclusive and probably co-exist. Indeed, since GAAP accounting requires the immediate impairment of unprofitable investments, one could argue that the two interpretations are indistinguishable. Annual buy-hold stock return calculated starting four months after the fiscal year-end, less the corresponding return on the equal weighted CRSP market index. 
